Withering On The Vine: The Decline Of Indemnity Health Insurance
Employees are just as responsible as employers are for the decline in indemnity coverage.
b y Jo n R . Ga b e l , P a u l B . G i n s b u r g , H e i d i H . W h i t m o r e , a n d Je r e m y D. P i c k r e i g n A m o n g a m er i c a n s w i t h job-based coverage, the percentage of employees with indemnity insurance coverage declined from 95 percent in 1978 to 71 percent in 1988, then to 14 percent in 1998. 1 Also known as traditional fee-for-service (FFS) or conventional insurance, indemnity plans do not restrict choice of providers or use extensive care management procedures. This transition from relatively "unmanaged" indemnity coverage to managed care coverage has turned the economics of health care upside down. The rate of increase of medical costs has slowed to unprecedented lows. 2 However, Americans are more concerned about restrictions on freedom to choose providers, access to specialist services, and overall quality of care. 3 This paper examines the decline of indemnity coverage and the implications of this decline during the latter part of the period 1995-1998. Our analysis addresses four research questions: (1) How much of the decline in indemnity coverage came from employers' actions to drop indemnity coverage versus employees' choosing managed care plans? (2) What types of employers dropped indemnity coverage? What were the characteristics of the plans they dropped? (3) Among those employers that dropped indemnity plans, how similar is employee cost sharing for out-ofnetwork use in the preferred provider organization (PPO) and point-of-service (POS) plans that employers offer instead? (4) To what extent has the decline in indemnity market share contributed to the slowing of growth in health insurance premiums?
Study Data And Methods
Study data are from KPMG's annual Health Benefits Surveys from 1995 to 1998. 4 KPMG asked each participating employer as many as 400 questions about its largest conventional or indemnity, health maintenance organization (HMO), PPO and POS plans. During the study period KPMG consistently included core questions on topics such as premiums, employee cost sharing, benefits, employers' plan offerings, market share, and plan choice annually. 5 This permits tracking of trends in employer-based health benefits.
KPMG draws its sample from a Dun and Bradstreet list of the nation's private and public employers with 200 or more workers. For increased precision, the sample is stratified by industry, number of workers in the firm, and region. KPMG attempts to repeat interviews with firms interviewed in the previous year and replaces nonresponding firms with randomly selected ones from the same strata. The overall response rates have ranged from 52 percent to 70 percent.
Because KPMG selects firms randomly, it is possible through the use of statistical weights to extrapolate the results to national (as well as regional, industry, and firm-size) averages. We are able to present findings from the perspective of the typical worker or the typical employer. Findings in the subsequent analysis, unless otherwise noted, are from the perspective of the typical employee.
In contrast to our previous work, this study is based on a panel of employers that offer health benefits-the 286 firms that responded to the survey each year from 1995 through 1998. We used a panel so that we could track developments in firms that decided to drop or continue their indemnity plan in 1995, 1996, or 1997. We examined whether the panel was representative of the entire sample by comparing firms' characteristics including size category, industry, region, premiums, plan offerings and market share, and employees' earnings. None of the differences were statistically significant at p = .05. Firms in the panel were more likely to offer indemnity coverage than nonpanel firms were, however.
The Decline Of Indemnity Coverage
We have organized our findings around the research questions raised in the introductory section.
n Employer terminations versus employee choice. As the percentage of workers enrolled in indemnity plans has declined over the past ten years, many policy-and opinionmakers have expressed their concern about employees' being "forced into managed care plans." This concern is twofold. First, many workers may have to sever ties with their current providers. Second, some employees' desire to have a broad choice of providers may be thwarted.
We decomposed the decline in indemnity enrollment by calculating what the change in enrollment would have been if there had been no change in the proportion of workers selecting indemnity coverage (the offer component); we then calculated what the change would have been if there had been no change in the proportion of employees offered indemnity coverage (the selection component). 6 Overall, among firms in the panel, the percentage of employees enrolled in indemnity plans declined from 46 percent to 25 percent from 1995 to 1998 (Exhibit 1). The percentage offered indemnity plans fell from approximately 72 percent to 58 percent over this time span. Sixty-four percent of those offered an indemnity plan chose it in 1995; this figure declined to 44 percent in 1998. Thus, 38 percent of the decline in indemnity enrollment was attributable to the declining number of employees who had the option of enrolling in an indemnity plan, while 62 percent was attributable to employees' choices.
n Characteristics of firms dropping indemnity coverage. We examined characteristics of firms that dropped indemnity coverage over the years 1995-1998, comparing them with firms that did not drop indemnity coverage. Sixty-five percent of the firms in the sample in 1995 dropped coverage at some point during the period.
7 Based on logistic regression analysis, Exhibit 2 shows the probability of dropping indemnity coverage for If midsize firms (200-999 workers) had had the same characteristics as larger firms, 70 percent would have dropped coverage; thus, the marginal effect of midsize firm status was to increase the probability that a firm would drop coverage by five percentage points. In contrast, large firms (1,000-4,999 workers) were eighteen percentage points less likely to drop indemnity coverage, and jumbo firms (5,000 or more workers) were twentyseven percentage points less likely to do so.
Two other sets of variables affected the likelihood that a firm would drop coverage. First, earnings of a firm's workforce were an important determinant of the firm's decision to drop indemnity coverage. Standardizing for other characteristics, only 2 percent of firms where more than 35 percent of the workforce earned more than $75,000 per year (standardized for other characteristics) were likely to drop indemnity coverage. 9 In contrast, 67 percent of firms with few high-earning workers were likely to drop coverage. On the other hand, firms with many low-earning workers were less likely to drop coverage than were firms with few low-earning workers. Fortyseven percent of firms with many low-income workers were likely to drop coverage, compared with 67 percent of firms with few lowearning workers.
Second, firms with high-deductible indemnity plans in 1995 were more likely than firms with low-deductible plans were to drop indemnity coverage. A firm with standardized characteristics and a $500 deductible had a 73 percent chance of dropping indemnity coverage; a firm with no deductibles had a 54 percent chance of doing so. Actuaries commonly use deductibles as a proxy measure of the richness of a plan's benefit package. n Financial barriers to out-of-network use in PPO and POS plans. Among firms dropping indemnity coverage, 97 percent of employees could choose either a PPO or a POS plan in 1998. So employees who lost the option to choose indemnity coverage almost always had the option to choose a PPO or POS plan instead. The shift from indemnity to PPO or POS coverage would reduce employees' ability to choose their providers if out-ofnetwork deductibles and coinsurance exceeded those in their former indemnity plans. On the other hand, if out-of-network cost sharing were the same as under the previous indemnity plan, financial barriers to care would decline. Employees would face lower deductibles and coinsurance when using preferred providers and similar cost-sharing requirements when using nonpreferred providers.
Our analysis indicated that shifting employees from indemnity to PPO and POS coverage did not affect the deductibles of employees who used nonpreferred providers, but it did result in an increase in coinsurance. In terms of deductibles, the dropping of coverage did not impose greater financial barriers to care when nonpreferred providers were used. Among firms that dropped indemnity coverage between 1995 and 1998, deductibles in the baseline year for indemnity coverage were $337. By 1998 deductibles for out-of-network use for PPO and POS plans offered by these same employers were $297 and $316, respectively. These differences were not statistically significant (p = .10 and p = .54 for the respective differences).
In contrast, the switch from indemnity to PPO and POS plans did increase coinsurance when out-of-network providers were used. Only 3 percent of workers in the firms that dropped indemnity coverage faced coinsurance rates greater than 20 percent in 1995. By 1998, however, roughly 30 percent of workers encountered coinsurance rates of 30 percent in their PPO and POS plans when using outof-network providers. On the other hand, when employees used in-network providers, they typically faced copayments of $10 in POS plans and coinsurance rates of 10 percent in PPO plans. The net effect of these changes was a modest increase in financial barriers for employees using nonpreferred providers.
n Lower premium inflation. Throughout the 1980s and 1990s there were recurrent large shifts in enrollments from indemnity into managed care plans. One school of analysts views this shift to managed care as yielding one-time savings, as employees move from high er-cost indem nity to lower-cost m anaged care plans. Because the supply of indemnity enrollees has been virtually exhausted, future inflation will be greater. An alternative scenario is that managed care reduces the rate of inflation relative to indemnity plans.
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To explore this issue, we assessed how much lower premiums were as a result of the shift from indemnity to managed care plans. Restated, we calculated how much lower the cost of a market basket of health plans was in 1998 as a result of substitution of lowerpremium managed care plans for higherpremium indemnity plans. Recall that from 1995 to 1998, among the firms in the panel, the percentage of workers enrolled in indemnity plans fell from 46 percent to 25 percent. We attempted to decompose the increase in the average cost of a family and single plan that occurred from 1995 to 1998 by examining how much of that increase was a result of changes in enrollment in different plan types as opposed to general premium increases. 11 We did so by estimating what overall 1998 premiums would have been if the mix of plan types had not changed from 1995. In other words, what would the premium of the average family plan have been in 1998 if employees were enrolling in various types of health plans in the same proportions as they were in 1995? We found that 1998 premiums at the 1995 market-share rates would have been $478 for family cover-"Opinion leaders and policymakers need not agonize over the demise of indemnity insurance."
age, which differs significantly from the actual 1998 overall family premium cost of $453 (Exhibit 3). Thus, the increase in the average cost of a family plan during the four-year period would have increased by 3.8 percent per annum rather than 2 percent had there been no movement to lower-cost managed care plans. For single coverage the annual increase in premiums would have been 3.1 percent rather than 1.6 percent. Thus, in the absence of a shift to managed care, increases in premiums would have been significantly higher. However, these increases still would have fallen to unprecedented low rates of increase.
Conclusions
By following a panel of 286 employers who offered indemnity coverage in 1995 over four years, this paper arrives at findings that challenge conventional wisdom. To what extent does the decline of indemnity coverage reflect employers' forcing employees into managed care plans, and how much greater are financial barriers when workers use out-of-network providers in hybrid plans? We find that 62 percent of the decline in indemnity enrollment is due to employee choice, and 38 percent is due to employers' no longer offering indemnity coverage. Firms most likely to drop indemnity coverage were midsize firms rather than jumbos and firms without substantial numbers of high-earning workers. 12 In firms that dropped indemnity coverage, 97 percent of employees worked in a firm offering out-ofnetwork coverage through either a PPO or a POS plan. Financial barriers to out-of-network providers were slightly higher as a result of higher coinsurance rates. The declining market share of indemnity coverage contributed to the slowdown in premium growth, but by a small amount. Indeed, one of us (Ginsburg) has always tracked premiums using fixed market shares of plan types.
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O pin io n le ad er s and policymakers need not agonize over the demise of indemnity insurance. Employees are as responsible for the collapse of the indemnity world as are employers. When employers have dropped indemnity coverage, they have substituted PPO and POS plans with little increase in the financial burden for using nonnetwork providers. NOTES: Actual 1998 premiums (column 2) were compared with estimated 1998 premiums with 1995 market-share rates (column 3). Percentage increase in premiums with current market shares was compared with percentage increase in premiums with fixed 1995 market shares. Overall premiums are a weighted average of indemnity, HMO, PPO, and POS premiums. "1995 market shares" refers to the distribution of enrollment in indemnity, HMO, PPO, and POS plans in 1995. "1998 market shares" refers to the distribution of plan enrollment in 1998.
